
the LEC Price Cap Order. A :EC ~~a: ~as not able :0 ac~:eve

higher productivity g=o~:~ :~a~ :~e C:~mission s star.da:= NC~~:

~eed a LFA in each year :0 ach:eve :he 10.25% lo~er adj~st~er.:

:evel, after the LFA was :eversec each year. Thus, Bell

Atlantic :nadvertently shows in :his chart that if the

Commission did not allow add-bacK, 1t would impose a higher

productivity standard on underearning LECs than it adopted in

the LEC Price Cap Order.

8ell Atlantic includes different productivity changes

in chart 1-~ to produce the same underl~g rates of return as

in chart 1-3, before add-back. By including arbitrary and

unjustified productivity changes from year to year, Sell

Atlantic makes it impossible to compare the results solely due

to add-back vs. not adding back. This chart also implies a

higher productivity standard because, after add-back, the LFAs

in years 2, 3, ~, and 5 are lower than in year 1. Moreover,

gell Atlantic s methodology makes It appear that the shar:ng

and LFA amounts are all attributable to year 1 when, in fact,

they reflect the cumulative effect of LF~ amounts for each

year.

In charts 2-1 and 2-2, Sell Atlantic omits the

productivity change., but it miscalculate. the year 3, ~ and ~

revenue.. Bell ~tlantic reverses the year 2 LF~ twice in year

3, which should show the same revenues a. in year 2 plus half

the LF~ amount for underearnings in year 2. The.e errors..
affect the calculation of LEA amounts for all ye.r.·after year

2. Chart 2-2, because of these error., incorrectly.how. that.

even with add-back, the LEC earns le•• than the 10.25\ minl~~



rate of return. However, as :~e CJ~ro:ssion demonstrated :~ :~e

NPRM, add-back shou:d a::ow ar. ~~=erearning LEC to earn ~9 ::,

but not more than, the lower ad:J.s ::nent amount of 10.25 \ ·..hen

all other factors are held constant

Ameritech disputes the :ommission's observation that

the failure to include add-back :reates a "see-saw" effect on

earnings by presenting charts that allegedly show that, without

add-back, the rate of return "stabllize. naturally. ,,10 The

flaw in Ameritech' s reasoning is that the rate.,of return

"stabilizes" too high. Based on a 14.25\ rate of return, aLEC

should earn 13.25\ after sharing 50\ of revenue. between 12.25\

and 14.25\. Ameritech's exhibit shows that, without add-back,

the LEC's rate of return stays well above 13.25\ in years 3

through 6. The rate of return "stabilizes" (that i., the

see-saw effect becomes less pronounced over time> only because

sharing is limited to 50\ of a LEe's overearninqs. This was

shown in the graph attached to the NrCs' initial comments in

this docket. For a LEC earninq below the lower adju.tment

level, the "see-saw" effect continues at the sam. maqnitude

because the LEA is ba.ed on 100\ of the LEC'. und.rearninqs.

AlDeritech also arques that add-back "pu.h.... aLEC

intoth. aharinq zone in subsequent years even if it only

overearned in the first year. 11 In Am.ritech ' • example, a

LEC earns over 12.25 p.rcent in the fir.t year but not more

than 12.25\ in the .econd and subsequent year., without

,..
10

11

Ameritech at p. 5 and Exhibn: 1.

Ameritech at p. 6.



add-back. Wit~ add-bacK, ~~e::~ec~ s~c~s :~a: :~e s~a::~~

amo"·nt caused ~y year 1 ~.~.~~·'S -.~.e __"C .~~~ sLa""~~ ~~,.. ·.;ea~s ~~ - - - - - .", ....... "oJ n ........~ _~..... _ "

and 3 . What Arner: tech lqn:::: es .. s ::-.a: :~e sha: i:1g c:: _: qa:: c:'.

in year 2 would be reversed :n ~ear 3. :E the LEC ear:1ed

12.25\ in year 2 with shari:1g, bu: wi:hout add-bacK, :: wou:d

earn in excess of 12.25\ in year :hree after the sharing

reversal. Therefore, the see-saw effect would occur, and :he

LEC would share the proper amo~~t only every other year.

Add-back is the only way to properly calculate'~he LEC's

sharing obligation each year

US West arques that add-back causes a LEC's calculated

rate of return to rise each year even when its underlying

operational results do not change 12 However, its analysis

conveniently assumes that the LEC s API is la' below its PCI,

so that the LEC does not have to change its rates despite the

sharing adjustment to the PC: Since sharing has no effect on

actual revenues in US West's example, it is impossible to

evaluate the effect of add-back If the LEC's API were equal

to its PCI, its rate of return after add-back would be the same

each year. That is, if the LEC earned 14.2~' in the first

year, itl normalized earnings would be 14.2~' in the second

year, after add-back of sharing revenues. This would produce

the same Iharinq amount in the third year. The LEC's

underlyinq rate of return would remain at 14.2~', and its

actual or booked rate of return would be 13.25', after shar:ng,

each year after the base year :'hus, add-back do••··not inf:ate

12 US West at p. 8.



el'~her the iEC s u.nder.1 .." .. ;,.~_ ca-. Q_ :;~ .. e- ....... o' c .. - -'- - - , . - - -- ~ -~~ •• r lts re~ ~_e~ :~:e

of return -- it simply e:ls~=es ~~a: :~e :a:e of return £or

purposes of computing a sha=:~= :t~:qatlon is not artlf:c:a::y

reduced by the amount of shar:~1 ::om the previous year.

Finally, Me! objects t~at add-back (that is, removal)

of LFA revenues permanent:y exc >.ldes LFA revenues from aLEC' s

rate of return calcUlations. 13 ~C: notes that if LFA

revenues due to underearnings in year 1 are removed from the

rate of return calculation in year 2 throuqh ~~-back, the

revenues for both years are belo~ actual bill~ revenues.

Ho~ever, this does not in any ~ay under«1ne the earnings

backstop mechanism. In effect, :FA revenues under add-back in

year 2 are treated as having been 'earned" in year 1. It only

appears that total billed revenues are not included in the rate

of return reports because the LEC does not retroactively change

its rate of return for year 1. :f the revenues that ~ere

removed from year 2 were included in year 1, the LEe's earnings

for both years would be at the lo~er adjustment mark of

10.25\. This shows that add-back allows the LEe to recover

underearninqs in the previous year, and no more. The LFA

revenue. mult be removed from the rate of return report for

year 2 to properly calculate the :FA needed for year three co

maintain the 10.25\ rate of return after reverlal of the year 2

LFA. Without add-bact, the tEe's rate of return would be belo~

10.25\ for the entire period.

13 Mel at pp. 8-9 and Table 1.



Thus, ~~~e of :~ese a~a_yses does anyth:~g :0

'-lr.cer:nine the Comrnissicr. 5 :'e:T::-:s::a::::::m of :he ~eed

~o:~alize ear~i~gs by add:ng :a:~ s~a::ng and LFAs,

................ ::'OWER :0R."ruT...A ADJUSTMENT REVENUES MUST 8E REMOVED FROM
E~~I~GS TO COMPLY WITH THE PR:CE CAP MINIMUM RATE OF
RETu"RN

MCI supports add-back Jf sharing amounts but no~ of

LFAs. MCI cannot have it both ways, Add-back performs the

same function whether it is applied to sharinq'or LEAs -- it

normalizes a LEC's rate of return for ~urpo.es of computing the

sharing obligation or LFA amount for the next period.

Mcr complains that removal of LFA revenue. excludes

revenues actually billed to customers. 14 Add-back of sharing

could be criticized on the same basis, because it includes

revenues that were not billed to customers durinq the current

reporting period, In both cases. add-back simply removes the

effect of additional revenues (:n ~he case of an LEA), or of

revenues that were not collected (In the case of sharing) in

the current period due to events that occurred durinq the prior

period.

MeI maintains that, under the previous rate of return

requlatioD, the Commission never allowed the LECs to exclude

revenue. for purposes of computlnq their earninqs.15 This is

incorrect. Under the rule that the LECs must report "earned"

revenues durinq a reporting perlod the LECs have always

.'

14

15

MCI at p. 6.

MCI at p. 11.



excluded eevenues feom bacKb:~~~~~ (:evenues col:ected :~ :~e

current period for services :~a~ ~eee provided in a prev:c~s

period) from their reported ea:~:~gs under ~oth the rate of

retu:~ and price cap systems :FAs are similar to backbilling

because they are 'earned" in the previous period when the LEC

underearned, and because they do not reflect the revenues that

the LEC would otherwise have col~ected during the reporting

period.

Mcr also arques that the LECs never Dormalized rate

increases under the rate of return rule. 16 This is true only

because there were no out-of-per~od rate increase. under the

previous automatic refund rule, which had no mechanism for

correcting underearnings in a previous period. Had the

automatic refund rule included a mechanism for rate increases

due to earnings in previous periods, the LECs would have been

required to report "earned" revenues by excluding those

revenues from the period in which they were received. This is

similar to the treatment of refunds. Whether refunds are made

through credits paid directly to specific cu.tomers or through

prospective rate reductions, the LECs must normalize their

revenue. in the .ame manner by adding-back the refunds to their

16 td. MCI point. out that the LEC. did not norm.lize rate
increa.e. due to midcourse correction. und.r the rate of
return reqime. However, midcour•• correction. vere not
out of period events. Tho.e rate incr••••• occurred
durinq the r.portinq period to re-t.rqet ••rntdql to the
authorized rate of return durinq the remainder of the
reportinq period. aecause they were not d•• iqned to
recover underearnings that occurred during previous
reportinq periods, there was no need to normalize the
revenue. from those rate charge•.



rate of return :epor:s ~~e s~~e ~easons, it :5

whether a LEe rece:ves out :: ~e~::j reve~ues :n :~e :or~ J:

backbilling or an :FA rate i~crease -- :he :EC must sti:l

exclude those revenues frem :ts ear~ings to report earned

revenues for the current repert:ng ?eriod.

Mcr also criticizes adc-back when applied to :FA

because it "guarantees" that aLEC ...,ill earn at the lower

adjustment mark of 10.25\.17 Mer argues that the Commission

did not establish 10.25\ as the :ninimum rate of' return for

price cap LECs. 18 It notes that under the previous rate of

return regime, the LECs were required to refund overearninqs

but were not allowed to raise prlces for underearninqs. This

is true, and it is also why the automatic refund mechanism was
19overturned in ~T&T v. FCC. The court found that a system

that automatically refunded overearnings but provided no cellef

for underearninqs would, over time, drive a carrier's return

below the minimum level that the Commission had determined was

necessary for the carrier to stay in businesi. In the LEC

Price Cap Order, the Commission avoided the flaw in the

automatic refund rule by adopting a minimum rate of return

17

18

19

Mel at pp. 12-14. MCI does not object to the fact that
add-back "quarantees" that a LEC in the Iharin9 mode ...... ::
not earn more than the maximum of 14.25'. While Mcr's
self-interelt in policie. that will reduce rate. is
underltandable. the Commission mu.t adopt & co~.isten:

approach to add-back for both sharin9 and LFX.:

MCI at pp. 10-12.

American Tel. & Tel. Co. v. FCC. 836 P.2d 1386 (D.C,
1988) .



along with a mecha~ism -- :~e ~?; -- to provide =e:~ef :0: a

carrier that earned below :~e ::~e~ .:~::,

The Commission adopted -::.:":e~ower adjust:nen: ma:k ::Jasec

on its unequivocal finding that a :EC earning less than 10,25\

over an extended period of ::me .o~:d be unable to maintain

service. 20 By setting the lower limit 100 basis points below

the authorized rate of return of 11 25\, the Commission gave

underearning LECs an incentive to improve their productivity,

without setting the lower limit so low as to .ndanger their

ability to remain in business. 2l ~CI's issue is not with the

NPRM, which does nothing more than ensure that the LFA is

properly computed to bring earnings up to 10.2", but with the

price cap system that the Commission adopted in 1990. These

arguments are irrelevant to the NPRM, and Mcr should reserve

them for the Commission's upcoming review of the price cap

system.

The NPRM demonstrates that if LFA revenue. are not

removed, an undere.rninq LEC may earn at 10.2'\ in some years,

but that the "s.e-••w" effect 'would ensure th.t the LEC would

underearn over an extended period. Thu., a f.ilur. to exclude

20

21

!II LlC Pric. Cap Ord.r at para. 141.

LEC Pric. C.p Ord.r at paras. 164-6'. ThuI, Bell Atlantic
mis••1 the point when it quot.s the LlC Price Cap Ord.r to
arqu. that the Commis.ion r.j.cted the notion that the
pric. cap .ylt.. should qu.rant.. the Llel that th.y will
.chi.v••arnin91 at the full rat. of return. III B.ll
Atlantic at p. 3. The "full" level of the prelcribed rat.
of r.turn il 11.2". Th. b.ckstop mechani.m that the
Commislion .dopted only incr••••• LlC ••rnin91 up to
10.2", in ord.r to retaln an inc.ntive for incr.ased
effici.ncy.



LFA revenues wo~:d c:ea::y te :~::~s:s:ent with the

Commission's price cap ~ac~s::~ ~ec~a~ism :0: :cw ear~:~;s

IV. SHARING DOES NOT HAVE :0 BE EQUATED WITH REP~~S TO
:~ST:FY ADD-BACK

Some of the commenters oppose add-back on the grounds

that the Commission is attemptir.g to turn the price cap shari~g

mechanism into a rate of return refund mechanism. 22 They

argue that refunds are backward-:ookinq attemRt~ to correct

past overearninqs, while the price cap backstop mechanism is a

forward-lookinq effort to re-target earftlnqs.23 Some even

argue that add-back is prohibited because it constitutes

retroactive ratemakinq.24 These arguments miss the point.

Reqardless of whether sharing is a refund mechanism or not,

normalization of a LEC's rate of return is necessary to

properly implement the policies :hat the Commission adopted in

the LEC Price Cap Order.

The Commission's policies on sharinq and LEAs are

quite clear. Sharinq and LEA- amounts are calculated based on

22

23

24

!!I, ~, GTE at p. 5.

!!I. ~. Mel at pp. 18-19

!!I, ~, GTE at p. 5; Ameritech at pp. 2-3. Ameritech
misquote. the Commission's Price Cap Recon.ideration Order
by makinq it appear that the CommI•• Ion decIded that
"Sharinq il intended as a means of .baring prolpective
productivity qainl, and not a refUDct MChanil•. "
Ameritech at p. 3. The lanquage it quote. i.·i lummary of
the commentl of BellSouth in that proceeding, and it lS

not a finding by the Commission. !II Policy and Rules
Concerning Rate. for Dominant Carrlerl, CC Docket No
87-313, Order on Reconslderation, FCC 91-115, released
Apr ill7, 1991, p. 50 n, 1"8



the base year. ~, past =e:~~=, ~ate of return. :~e s~a=:~=

and LEA adjustments that are ca::~:ated ir. this manner a:e ~ace

to the future period rates as a :~e-~ime adjustment. 7~us.

these adjustments are not desi~ed ~o target future rates to a

particular rate of return; they are al~ays calculated ~i~h

regard to past period earnings. :t is too late in the game for

a party to oppose this process or to characterize it as

retroactive ratemaking, since the period for petitions for

reconsideration of the price cap policies has.10nq passed. The

only issue at this point is ~hether add-back is necessary to
...

carry out those policies. The NPRM cl.arly demonstrates that

it is. Without add-back, aLEC 5 rate of return doe. not

reflect its underlying financial results, and it is impossible

to enforce the earnings limitations of 10.25\ on the low end

and 14.25\ on the high end.

V. THE NPRM CLARIFIES, RATHER THAN MODIFIES, THE REQUIREMENTS
OF THE COMMISSION'S PRICE CAP RULES

SellSouth disput•• the Commission'. ch.racterization

of the NPRM as a cl.rification of the requirements of the price

cap rule., rather than as a rule chanq., and it arques that the

Commis.ion cannot apply a rule change r.tro.ctively.25

25 §!I, ~, BellSouth at pp. 3-9. 1II!lI2 AT'T at p. 6.
BellSouth also cit•• the NPRM for tni propo.ition that
ratepay.rs would be harmed by r.tro.ctiv••pplication of
add-back b.cau•• it would incr•••• r.t•• by '20 million.
BellSouth at p. I. This is incorrect. S.llSQQth cite.
the Commislion'l calculationl of the 1992 .h.rin9 and tFA
amounts. which do not r.present the impact of add-back on
1993 sh.rin9 l.vels, which ar. affected by the LECs'
und.rlyinq 1993 rates of return. Th. NTC. calculate that
add-back would reduce nationwide acc••• rat•• by over S20
million if applied to 1993 rat.s.



SellSouth rests ::5 case er::::=e ? :::1 :he tech..'"lica::::es ~~ ::-.e

F~rm 492A repor~, and :t =oes ~~: :e:~te the Commlss::~ s

:i~dings that (1) the exis::~q :~:es place :~e ~urden en the

:ECs to calculate sharing amo'~.~s :n accordance with the

Commission's sharing mechan:sm, ar.d (2) the only way to

properly calculate aLEC's shar::1g obligation is to add back

the effects of sharing or LFAs for previous periods, Nor does

BellSouth dispute the fact that the Commission retained the

Form 492 requirement that LECs report earned (i',e" normalized)

revenues. These requirements, which prtaate the ~'

effectively refute BellSouth's argument that the NPRM proposes

a retroactive rule change. Clearly. the NPRM merely clarifies

the requirements of the Commission's price cap rules, and the

principles described in the NPRM apply with full force to the

issues in the pending investigatlon of the 1993 Annual Access

Tariffs,

BellSouth is wrong in its analysis of how the revised

Form 492 requires the LECs to report their rates of return.

BellSouth notes that the previous Form 492 report contained a

line 6 to itemize refunds in the base period, and that it

required the LEC to subtract this &mount from the operating

income 011 lille 3 to produce a "net return" on line 7. In the

revised Porm 492A, the Commission retained a line for

FCC-ordered refund. (line 7) and it added a line for sharing

and LFA amounts (line 6), but it did not retain a final line

that would have required the LECs to add-back the Iharinq/LFA

amount or the FCC-ordered refund amount to produce a "net



return' similar :0 :~e prev:o~s . ::1e 7,26 Accordi:-.g :0

SellSouth, this 'makes it c:ear -~a: add-back' forms no ~a=:

of the rate of return calcu:at:o~s ~~der the LEC price cap

d 1 ,27 Th , h l" ~ ..or ers or ru es, 1S arg"J.:nen: proves too muc. ..._ t .•e

absence of a final line requiring ~he LECs to add-back

sharing/LFA amounts on line 6 were dispositive, then the same

would be true of the FCC-ordered refunds on line 7. Yet, even

Ameritech admits that the LECs must normalize their revenues un

line 1 by addinq-back the FCC-ordered refunds qu' line 7. 28

Thus, the fact that these items are broken out on lines 6 and 7

does not mean that the Commission chanq_a its rules on

out-of-period adjustments. To the e~ent that sharinq/LFA

amounts, FCC-ordered refunds, backbillinqs, and credits for

overbillinqs are calculated and applied with reference to past

periods, the effect of these items must be excluded from

"booked" revenues to show "earned revenues on line 1. The

fact that the Commission modified the Form 492 to eliminate

separate calculations of the effect of refunds does not mean

that the Commission amended its normalization rule sub silentio.

Thus, the rule has always been that the LEes must

normalize their revenues for all out-of-period events,

incl~din9 Iharinq/LFA revenues. !n addition, normalization

throuqh add-back is implicit in the rules on the backstop

26

27

28

See 8ellSouth at pp. 5-6.

Id.

Se. Am.ritech at p. 3.

'.



sharing and :E'A mechan:'sm. ~::::: :r.".,,:,er::er ::as prov:'ded a::.y

ev:dence to the ccntrary.

V:. ~HE NYNEX ~ELEPHONE COMPAN:ES AGREE :HAT THE COMMISSION
SHOULD ENHANCE THE I~CENT:VES FOR :HE LECs TO BECOME ~ORE

E::ICIENT 3Y EL!MINATr~G SHARING IN ITS REVIEW OF THE
PRICE CAP RGLES

Several parties argue that add-back limits the

incentives for the LECs to become more efficient by limiting

their potential earnings. 29 We agree. However.•. that is

because add-back enforces the 1. 25\ upper limit on earnings

that the Commission adopted in the LEC Price Cap Order. Such a

limit dampens the incentive of the LECs to take risks when

investing in the domestic network infrastructure because their

potential gains are limited. The price cap system already

protects ratepayers through the caps on price increases. There

is no need to engraft further "protections" by placing an

inflexible ceiling on the earnings that the LECs can achieve by

investing in the telecommunications network.

The way to encourage innovation and risk-taking is not

to re-interpret the Commission's existing rule. on the backstop

mechanisM by deciding that normalization never existed.

Ratn,r. the Commission should amend its price cap rules to

eliminate sharing, which makes the issue of how to calculate

rates of return moot. For this reason, the NTCs support the

commenters that urge the Commisslon to eliminate sharing in the

upcoming review of the price cap rules. 30 .. "

29

30

See, ~, Pacific Companies at pp. 2-4; aSTA at pp. 2-~

See id.



VII. CONCLUS:ON

For the :oregoi~g =easc~s :~e Commission shou:d adop:

i~s proposed rule to clarify t~a: :~e LEes shou~d add-back :~e

effects of sharing and LFAs ln calc~lating their rates of

return for the backstop earnings mechanism.

..

Respectfully submitted,

Sew Y~k Telephone Company
..... a.nd

Sew Enqland Telephone and
Teleqraph Company

By:JgtJJIJ<
d ara R. Wholl

Joseph Di Sella
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the prescrtbed rac. of recurn .JurI", the ",... enforc.menc
IMfloG. and to com,.... 'M UftOUm of an:- refund \)"IIp­
non. ~

A...,...: J..... II, 1"3;

eo.... Datr. Au.. Z. 1"3
• .,., 0..: s.....ber 1. 1"3

~le of Retum Shannc
And Lower Formula Adjustment

Price C&p Rqularlon of .
Loc.1 Exc:hanp Camen

Wore tIM
, ......, Communications Commission

Wallin..... D.C. 20554

I. INTItODt.'CTION AND StJMMAJIy
l. Under the CommLUlOn's prIce cap plan•• locaJ e.·

c:han. e:at'r1e"s (l£C-st Inl.mare race of murn In one
year can be tIM '-'II for Idjaamenu to thai carrier's price
cap inueus in Ihe followin. year. This rac. of recurn
"bleul)p" is Intended co tailor che plan co Ihe c:ircum·
~tances of ina.avtduai l£Cs. wbile ..urin. ChaC c:uscomen
,hare In ProdUctIVIty PIns. In order to prIM"' th. eM·
cl.ne, inccnuves of pric. caps. tftis IdJ'llllMllt co the
Indexes applies only to the nar "'s 1110.... tlNI. and
only If Ihe l£C's rate of I"INm faUs ouClidi. brGId ran..
around Ih. race of reCluft u..s CO "'lin LEe price caps.
ll.~' perc.nt. The LEC pnlraUy "'Iins co IIWe half of iu
earnlnp wuh cUSlomen bqlnnll,.1t a 1l.:S percenr rare
of return: III arnln. abO". 1'.25 percem .,. recurn'" to
cuscomen thrOu'" thtS adjUillMftC. Simi..,l,. IC che low
end. If Ihe l£C's urn"'II fall betow 10.15 percenc. 1ft
upward I&J,USCft)Cnc In c... pnee cap i--' is permmed in
t~e follo.wln. yar.

:. LEC price cap ,... coM tfIIcl Oft Jill"'" L. L.U.
and the fine application of ria. IMn and toWer adJ....•
menc mtCnantSm occumMI ia CM .ftft 1"2 ace-. l.Iriff
fillnp. wlUc:h were n.... in April l~ 'M cook effect on
July 1. I":. LECs wtCh~ of mum abO'" 1:.:5 percane
iJunftl lcalJI lowerecl U'e,r price cap Inde.. by • lOCil of
S16.8 million co share umln... LECs wccll rates of ren&rn
"-low IO.~' percene Increased the., Ind... It, a 10Cit of
S%.& mllhon.

, I 4m."dm'''1 of Pan tl'. lal'"II" Ita.. of ltttUfft Preteri!t'
lion: ProcICutft ."d ~.I"CIcIoIOlJft 10 EaIUIiIll Reponlna R.,­
qlUN",.fttS. CC Dock.t No, "II:'. I FCC ReG ·~1. "50·~

~I_U.

• Itl. 11 _1.11&1. 4".ndia C.

J ScalO8 (as_ 011'" COftlllliSlioft·, Rule... ,:, CF R.. Section
OHl\l.
.. Sct:tlOI" ".'TClIt-4l3 01 abe COllulliMioft, R~ln ... C F R
S«lIon eaj.1flf).4)3.
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B. The Rate or Return BaclUtop In tne LEC Price C.1p
Plan

• A pure prIce cap clan 'ieek.s to estaO\lsh reasonaOle
"ates bll capping prIces ralher tnan prolitS For u:amole ..
our AT&T pnce cap ptan maxImum pnces are ilmtrea -" a
~ormula that adjusts the prtce cap IMues I PClsl annuall~

"ased on Inflation anc! a prOOI.lCtl'lll:-' target. not the car·
rler sown COSts. l The CommWlon was cOl1ce.rnec1. ho....•
e.er. U%al a pure pnee cap 121M ml,ht prod~ ~nlntenCed.

rau.u:s as appuec1 to tl1e m~ rndlY1d1Ul L£G a.ac1 t1lelr
va~n, openuona.t anc tCOnom,c clrC:umStanc:es.· For thIS
~n. t!a Comrl'UWQa. .QClU4ed. a rue of retUrtHlased
baclUIOp mechaniSm !IT tne l.EC pnce cap !7laA The plan
re~jns productmty Incentives ~ IHowln, l.E.C walnp ro
va~ within i Wide ranlt around the ,nnw U.:.s petant
rate ot reuoIrn. Qutsu1e that range. tne shann, anC1 lower
formUla aUJlLStment apply to 1(2jUsl tfte pnce cap Index.'

8. We anticIpated that the baclulap wOilld operate In
much the same way as rate of retilrn enforcemenr tor LECs
stili silbJect to rate of return reJUlllIon. Rales of return
wOilld conunile to be calculat.d and re90ned In eucntlallv
rhe ~me manner.' Where we foilnd trut chanps In the
appllcauon of the rate of relurn were appropriat.. we
specIfically NOpteC1 them. That chanps Includccl the
wld.r ran.. of earnlnp. the exehlSlon of lhe LEC pnce
cap earnlnp thresholds from the rate of retilrn
represcrlpuon proc_. Ina the d.lellon from earnlnp re­
poru of InformatlOft not needed 1I&War ttle pnca cap "tan."

q we adOpced the sha,inl and ~r .... adJUllmcnt
mechanisms both as rules and prescrIptions. similar", lhe
precrlpuon applied to rare ot return carnft'J.1.Q W. lito
mad. clear that 'tie U;MCted the mechanisms to enforClthe
earnlnp limns we hid adopled. In order to Wilre lnat
rlla 'Moilld rertUln within I ran.. of reasonableness. an4
rhat partlcill.r L.ECs cOilld noc retain ilnlLSlIIlly hllh arn·
,l'op tl'lat were not necessarily tied to Increases in pro­
dUCUVllY· Sealon 6L"5(dl(~1 requIres th,u price cap LEu
"shall maKe silch tempor.ry ello..nollS COlI Chansa as
ma~ be neeeswry to reu"" PC1s to live full effect to any
'i/'larlnl ot oase penod arnlnp requIred by th. Shartnl
mechanism ..... Su aJ.so 5ectIOft 01."5.d)( Ilhii).

C. The Add·"ek lsIue (or tJle Price c., a.etuIop
LO Our Inlu.1 rnl.w of the record does noc InUlcate

tnat an~ commeruen In the LEC ~icr Cap ndemakinl or
In tl"le silbsequenl reeonsl~eratian Proc_inl dilCu.uecI the
Jetalls of race of relurn calculauons. or requescea thal we
ellmlnale a&id·bxlt from the rare of retun. ca&culllJOftS of
the LE.C prtee cap plan. In dilcllSlUlf and i'iopuni
cl'lanps In rate of r.turn ftIOfticorlftl and rlponlnl. we also
did not IndlClte I~t tM ."k provillons In Form .IQ1.
-..rl1ch IS UJeQ to repcm ........... ...,. "' be Chan...

I RI~m ana Orlll.:r ~na s-.. Fllnh.r Nouet of Propowd
RU1.m~lunll- ~ FCC RCel ~i3. ~~-J3 cpara. 1llf).llol) (1\olfN)
1.-1 Tei T P"" C~p O,dl". Er~wn. ~ FCC Reca J31Q II""")
• Policy ~ncl RUles Concern-tnC IUles for Dominant CU~ltr\.
C.C DocUI "0 ~':'.) 13. 5ecaIIa R,pon ana Ora,r. , FCC Reo
~ 'loW). ~1I t l~l) (LEC Prwu C.P O,tUfl.

Far. LEC) wl\o elect ~ Ilr04uctl~lJ) factor of 3.J pefcent
aurlnl tit, tariff yer. tM 50 perc.nt sft~rlnl Obliptlo" oeilM
for rat«of ""urn ~OO"I 1:Z~ I'ercenC~'" 1m l'erc'ftl sftarlna
oellftS at l&.l' pe,cent. FOf LECs wno ,leet tft, more cnauIIII­
\ftl "3 ",~r\t Ilr04uCtlVlIY factof. ~ ",ranI snarl'" oelln, for
r~les of return ~DOVI 1).2' ",rc.nt. ~ftel 100 ",rani 'ftarlnl

~ . \Ioe -.a'le alSO e;<am;;:e::: ·.~e e~e:'; . .J-.;-.;.~a_, r~

_e:e~e :t-.art continues (0 ':Ie Jr, .JOO~CJ:::- a~e 1,-'; ·• ..;ee_
:'::HJaOIV ~ecess.tr~· component Ot ~.'le nC-,,>too :: c,: 1; ~ -,
~ )c~).S!a In (ne LEe P'ICt C.JP Oratr :·".e :n:ce Col: C a;~

~'e".:;ec :0 create In~erw\'es for :JrOU~c::'.1'\ r' ..... ·-

: ~angcs n rate of rCIUtn eacn ~ear are ~sea as a':eolsl.i;e
). :lrOl.luC(:vll~ gro....!" re!atl~e :0 'I'le once cae carle: 7~e

Jmounts of shanng 0r lOWer formUla aalUSlmenr- mOle'
,...enled ,n one year. however. rewe to croaUCrl~l1'. oenor'
Tlance 1n a pnor ~ear Thus. I.lnlCSS aaa·OacK vccurs. lite
--etatlonsrtlp betWeen rate of return ana :lrOauCtl'ilt\ VQWlr,
"lecoma bll14&D. .

.:. Seconct. llrimour add·blck. inlficlal sWlnp In earn­
~p can O«l.Ir As the examole In .~ppendlx .~ illuSlTaleS

."e usc of \,lnadjustea rates ot reI urn for "ac!Utop ealClua.
.ons creale a "see~w" effect on earnlnp. ellen If tne

:arrter's operallo~1 performan<:e was lhe same ''!ach vear
""hIS can OC:Cilr becaWie the unadJUSted rate of return effec·
I\lel~ uouole.c;ounts tne amount of (he OlCllStOP aO)l.ISI'

1"\ent. once In tne baa ~.eM and Ihen apln In: ne tariff
~e.r.

,.3 ThIrd and most lmportant. add·back appears neces.
sary to the rare of return ttlresholc1s applied to determine
price cap L«s' sbarlfta Oblipuons and. lower aaJilstment
"11tH are those we Inrended. Th. ptlce cap plan liVes the
:..ECs silbsranual fleXIbility in theIr rates and earnlnp. 10

encourap arealer effiCiency. Howe'ter. for the L.E.~ l\'le
CommlUlon acablished Iimio un ttll5 fleXibility 1M a
ran" ot reasonalJtenas for LEC earnlnp. WithOUt Ida­
"acK. the doublc-<ounun. of "'Klutop aGjilsrmeno COllt&i
effectL't&1y puam urtUAp QUWd. ttle ranp of reasonabl.­
"ess we lJallft.llccl. LEu woul&1 share less of th.ir arnlnp
as they approach or exceed tn. hil*' end of lhe ran... and ,....
wOilld receIve smiller I6ijlJSCniaus whall rAey feU lMJow the
iow end of ttle ran... In bofh C8B. the iffecti'te rate of
retilrn over time coutd fall ouolde the rlnp of retilrns we
Judpd 10 be reasonaDle. Rales of return wOilld nor be
limited to the 16.~5 percent maximum we established for
LEes electlnl a .3 •.1 pere.nt pro&1UCtlVlt~ faCtOf. nor wOilld
e.arnlnp below IO.~5 perc.nt be adjusted upward to L0.':5
percent. ThIS effect is illilSlrated In the examples In Appen·
(jIll ..... The exampia alSO show thac thiS discrepancy I,;ould
be quite Stlftificant. 1ft the current annual access tlrlff
fillnp. U5C of the ilnadjuSleG rac. of relurn for compiltlnl
tnll years "'KkROp 8!ijuameno wOillO permit rares of r.·
turn that wOilld be Oft .".np 0.': percenl hllner Ie the
upper en&1. an&1 0.5 percenc 10,.,.,. at the tow ena tl'lan the
aul~ rare of raum. For iftClivIC11111 LECs. Ihe effect IS
oft.n ,reaftr Itill. u much » ':.0 percenl ibOve and 0 Q

percent below tna rare of retilrn calcillated withOUt Ine
iUlilSlmcnt. II The alMH,ack adjuSlm41ftt corrects tnac lJ..
~Iatlofts and sea ·lne backscop rare of retilm limits at Ih.
le~1s we selected in the LEC !'fICt Cq O~

tlql"S at I~ ..zs pera,". Th. lu...r form"la aGluStmlftl remains
Jt IO.~ petaftl 1ft bolft can. LEe l'rKI C/lP 0'"' 5 FCC Rat
Jt o1"'·/UC Cp;lrat. 1·1111.
• I..EC I'rK, c." artUr. , FCC Reel ~t bA32 lpar:!. J-'\
• LEC P"el C." 0,*'.' FCC R,ca..1t ClI'I2':'·j.o l~rU 33:>101)
,n LEC I'rKr C." 0'" ~t 1V13ft 4p:lr2s. .u'J.•H~1

For lumpl,. In tM ~nnt&a1 1~2 J'I:IU \u',ff /ilinll­
~m.rtteeh QjCtdattO a sllartll, ottliptlOfl o( SIM ~ million Ina r
~l:ouclCl lIS rata Oft July I. t-, 10 return tn~1 lrnounl to
·:nl\lllyen. nus. "men,ech', r.".nues Wlrt ~tlOU\ \Q "",110ft
ower ,n IQ02 Ihll lit'.. wou14 It~ve """ Without ,nAr'"lI elur·
"a: 'n, *0,,4 II.1If 01 tnt ye~r. ",mlrlteCn rel'Ortl:Cl '.} "J\I: of

•
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[J. B~ reduC:lnr ch. ranp of ur:'l;n~ :>crmlttec .. r.ae"
rhe oacutop. no"ev.r. ad41-bal.:k aces 'eol.lce [:'Ie effie:enc\
Incentives. \4oreov.r. to cl'l' ut.l\[ 'nat :ne snartn, ana
lo..,.r enQ adJustments \lnaer prtce caps ue '10[ retunes
mlll't be IrlueO [I'llt tne rale of return methodOI0r. .l~ec

10 detine sl'lartnl Obhpuons anO lo ...r formula aciJU5t·
ments ShOulQ be baec1 upon tne returns achleyeO I.lnOer
[he riles aCI1UIl~ cnarpa durIn, tne base ~ear

:5 BUtO upon O\lr rev.ew of tnls Issue. 'oil' tentaC1vel~
conctuc1e [hat tl'l. adO-back ac1JU51men[ sneulc1 contlnu. [0

0. Clrt of the rate of return ulCulatlOl\S of LEes sub/cc[ [0
prtc:e QPS. preceCtnl [helf ~ICulatlOl\S for purposes of the
backslop sl'tarlnl ana lo..er form\lll aIiJU5tm.nrs. We oro­
pose specific r\lle 1anluap In AppenOlx 8 [0 Implement
(hiS t.ntltlv. conclUSion. We also requesl comm.ntS on
chiS centltlVe concl\lsion Inli other mecl'tanlSlnS to lieal
with the ISSUes \l(e hIve c1~u.sMc1.

D. Credit for .aow-ca, a-
16. Use of Ida·_.. "'ouJc1 p,..nt It least one further

Issue: ..,helher a LE.C tna. has sel liS rita !Mlow the prtce
QP IGc1Ua Qllrin, ttlc ... year Should receive crec1u for
t he amount Del••• III Pel aa4 ill APt. or ICN&i pr1ces.
In calc:ulalinl Irs shann, Imounts. In I .".. the LEC "a
altad,. ..... thr0Ull' some rate redUCtlOns b,. prlcln,
nelo.. lhe cap_ AUowln, crea.u for below~p rales "'ould
encou,... carr.." to Cfta,.. 10... below<ap r.... Con·
venel,.. If the LECs 10'11 ....nlnp In one "..r an In part
lhe result of irs own c1ccislon 10 ill ,.. below tM CIlJ. the
rltlOnale for IlIowln, In uPWlnl adjllRmenf In 111I cap lhe
next yar would Metn 10 be leu penuUlve. Moreover. "'e
esllbhshec1 Ihe alternau..,e ol) perc.nl produClivil" factor u
an option for LEu who are willinl to ma"e larpr up­
front rite CUlS .n ucnanl' for recuctd sharlfte reqUire·
ments. We ,lid not SpecIfy other adjustments to snannl
obhpuons. lInli aeclinld 10 adO~ I plan lhat would tuve
automltlcally rel.S,llctC1 shlrlnl baMc1 upon Ihe IClual rites
set by the LEe. "- We reqll_ commenl on whelller LEu
)houla be liven crean for below~p rar. In the prIce cap
"ICk.SIOP mechanism Ind how SUCD I creGie would .,.
cajC~llltel.S

lD_ 'ROCEDt:a.u. MATTEItS
1~ R~,uwtJ", FII~4bduY ACl We cvufy t.... ltlc Rqula­

cory FI.IUblluy ACI of 1QlJO lJoeI 'ftO( appl1 10 thIS rule
mlklnl proceechnl because If th. proposed rule amend­
mentS are promulplN. Ih.re will ftO( be a sipifanl
economic Im~ on I sublqnnal number of small bWilneu
enulles. » lJefined by Slaion .01(3) of ttlc Ittl'llatory
Fleluhlluy Act. Local ......... carriIn SUDJK1 ro price cap
relulatlon. \l(ho ~uld .. IftIaId by tIM proposed rule
amenom«nu. I'neraUy ...... COrtlOrillOfti or ,ffiliales
of such corpor.tlOns. 1M s.a..ry shall seNS , copy of
ChiS "'lollce of Proposed RU Makin&- tncluc1ifte the cer-

rltu", far 1"'2 at I~.~U percenl wuhout Md·tllelL. Aft adel·tllell
~luStmenl of 54.1 mllhoft. alonl wutl tilt "'raJ Income l&I
effect. wou~ ral. Ame!llech', l'lce of relurft 10 IJ.'" ..reent.
Thl' II.': perunl dirr.,.na III race of murn wou~ Jlnence an
_elluoftal U milhon 1ft IIW'lftl alipuon dunnl tilt aca.
year tltlln'Uftl Oft Jul, I. I"'J.

Conve".ly. COIl.1 of tilt Soul". wtlieh 11M •. low ,nel
_juslm,nl In 111II1 of 53 mIllion. re~ a r:u, ol
return _lore adel-*11 ol 'UJ ..raftt In 1"'2. Wit"

)

.- ir,ol"l, :0 '~e C:'ler Cuun.se! for A.J\o~ac\ ,; ·-e S~3

: I..' Iness ~cmlnlslraClon In accoraanee \Ioli~. car32~ac-

: dl Jf [ne Rel~la[orv FlexlOIiI(\ -'Ie: P·.Jo - .... 0

'.,. ,~ 0.. SII[ ~.o.. 5 LS e Secuon 00, ~( Ita o~.

, CO'"'"~'1l Dalts. Pursuant 10 applicaole orol:e-:ures
set forrn In SecllOns 1. .. [5 ind l J.[Q of 1Me Cummls~lon,

RUles .l~ CFR. SecIlons 1."15 and ~ .. [9. IntereSlea oar·
es may file commenls on or before ,",U,USl ~. 1993 'ana

'ep,,,. commenlS on or before September 1. 1993 To 'ile
'1)rmall~ In nils proeeeGlnc. ~ou mUSl rile an Orlftnll and
four COpies of all commenC5. repl~ comments. ana ,uooon-
'II :ommenC5 If you wanl eJl.:h CommiSSioner co recelV' a

:>ersonal copy of ~our comments. you ~hOUIQ file an Orlll­
'al l'IUS nine copla. YOIl should send comments and reply
:ommenrs [0 Office of Ihe Secretary. Federal Communl\.:a­
IOns CommiSSion. WUhlnat0n. De. :055.. Comments

ind reply comments Will be IVai labI. for public tnspecuon
dunnl relular business I'IO\lrs In the FeC Refer",ce Cen­
er. Room :30. 1919 M Screel. N.W.. WUhlnat0n. 0 C
:055.

1Q E.z "",. RlIJIs - .''''oil-RIS~"d P,octtdul,. ThiS IS a
non-restricted "OCtet aNS commenl rulemaiunl proeeelilnl·
E.z ,.". prwsenCillofti an permllltc1. excepl uUrlnl tne
Sunshine A~ period. prov1dtd Ihey are uLSClosea as
prOYllitd in-<OmmlMion Rules. Su 1t""4JJ.v ..7 C.F.R.
Sections U:O~. 1.1:03. and 1.1:OfIcIl.

For furtner informalion on tnUi Proceedinl contact Dan
Grosh. Tariff DIVISion. (:0:) ftJ~-oJ87

F'EOERAL COMMUNICATIONS COMMISSION

William F. Caton

~Inl Secretary

loIN-tllelL. itt ad;... 1W2 nle of mu", wOulG Of .. :~

peruet. U. 011. ad;utt. rale oI.murn ,n tilt '0'" enG
aajullmeftt woukl pennil an ~IO"~1 51 million ""OW

e. adi.....nl lor C...t in 1* lonbcoflunl X'N ·nr
Il LEe 1'Pta c., o-r. , 'CC Jed al fill)) C!NUS ,lie. )'" I
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o Consider the company whosa .arn~nqs are as shown balow,
wnich mue. its retunds ":!trouqh a retune! check each
O.ceeer 31

R.venue.
Expens••
Rate Ba••
ROR
Retund
ROR with

Retund

Year 1

2,425
1,000

10,000
14.25

100

1:1.25

2,425
1,000

10,000
14.25

100

1:1.25

Year 3

2,425
1,000

10,000
14.25

100

13.25

Year 4

2,425
1,000

10,000
14.25

100

o Contrast this with the effect on this .... company with
a sharinq plan to iaple.ent the r~., but without an
add-back

Ravenuaa
Expermea
Rat. aa••
ROR
Sb&r~
to be re­
turned in
next year

Ye.r 1

2,.425
1,000

10,000
14.25

100

Ye.r 2

2,12~

1,000
10, 000""

13.25-

50

Year 3

2 .. 175­
1,000

10,000'
13.75

75

Year' "

%.3'5'G"
1,000

10,000
13.50

62.50

- Thi. company .nare. le.. and r.ports • ditterent
rate ot return e.ch year, even thouqh its underly­
inq coat. did not cbanq.

o Contra.t this re.ult vith the etfa=. ot inclwlinq the
add-back

_.ev.nu••
Expena••
Rat.. _.
Roa
Add-bac:Jc
Roa with
Add-baa

Sharinq

Year 1

2,425
1,000

10,000
14.25

o

14.25
100

Year 2

2,325
1,000

10,000
13.25

100

14.25
100

Year 3

2,325
1,000

10,000
13.25

100

14.%5
100

Year 4

2,325
1,000

10,000
13.25

100

14.25
10~.

o Thu. the co.pany whi.ch include. the &del-bac:Jc in it. rate
of return coaputation ha. the .... rate ot return and
return. the ......aunt ot acney t.o Z'at..pay.r. a. U\e
company wbich aak•• it. retund by a cDeek.
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o con.i~er the eompany whose earninqs are as shown below,
..hien reee i ves i ~s :. ow-end ad J ustment t..vouqh a eneex
eaen Oeeemi:)er 31

Year 1 Year J Year 4

1,92~

1, 000
10,000

9. 2~
100

Revenue.
Expense.
Rate Base
ROR
LowEnd Adj
ROR with

Adj 10.25

1,925
1, 000

10,000
9.2~

laO

10.25

1,925
1,000

10,000
9.25

100

10.25

1,925
1,000

10,000­
9.25

100

10.25
•

o Contrast this with the ettect on thi••..-, coapany with
an exoc;enou. adju.~ent to iapl..ent the low end adju.t.­
menta~ but without an add-back

Year 1 '{ear 2 '{ear 3 Year· 4

o

2,025
1,000

10,000
10.25

100

1,925
1,000

10,000
9.25

o

2,025
1,000

10,000
10.25

100

1,9%5
l~OOO

10,000
9.25

Revenue.
Expens••
Rate ....
ROa
Low End Ad j
to be re­
qained in
next year

Thi. ecapany receive. le•• low end adjustment
and report. a ditterent rate ot return each year,
even thouqh its underlying co.~'did not chanqe

o Cont.;'a.t t.b..1a ruult with' t.b.a ettec:1: ot includinq tJ1e
add-bac:Jt

Y.ar 1 Year 2 Year 3 Year 4

Revenu••
Expena••
Rate a.­
ROa
Add-back
ROR v1U

Add-back
LovEnd Adj

1~I25

1,000
lO~OOO

1.25
o

9.25
100

2,025
1,000

10,000
10.25

-100

9.25
100

2,025
1,000

10,000
10.25

-100

9.25
100

2,025
1,000
lO~OOO

10.25
-1.00

1.25
100

o Thu. th. coapany which include. th. acid-back 1n·.1t. rate
ot return co_putation ha. th. .... rat. of return and
receive. the .... aaount ot acn.y a. U. ca.pany Vbicb
receive. it. lov end adju.~nt in a check •

. -~ . ~

s
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Proposed Rule S«tion

Part til of r:[le ~~ of the Co4.c of Federal Regl,liatlor.ss
pll"Oposed to ~ ~mended cU foHows: i The al,ltnomv
i;IWlon for Pan ai :on[lnufeS to reaa cU follOws:

AL"IBOIUTY: s.c. 4. 41 S&at. 1~. U Imended: 47
C.s.C. 154. (nte"... .. ~pj, sec. 103. ~ Stat. 1070: 4'1
COS.C. %03.

:. *uon 61.3(el IS reVised b;t adding the follo""ng
bracuml '."'I,lap: SeCllon b LJ Def1nitiolU

(el .... Period. The I:: monlh perrod endIng SIX

months prior to [ne eHeClllle dale of a"nlUl prrce cap
[arlffs. IBue year or base pertod earnlnp snail nOI In·
clloLdc amOl,lnts UIOCtated with exopnous adjustments to
the Pet for the shartn, or lower formula adjustment
me<:hanlsms.j

6

.'.


